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STATE SOCIETY ACTIVITIES 











Calendar of Events 


December 9—7:30 P. M. Special 
Technical Meeting. Subject: Wage 
and Salary Stabilization. Location: 
Engineering Auditorium, 29 West 
39th Street, New York City. 

December 13—Regular Meeting of 
the Board of Directors. 


December 13—7:30 P. M. Society 
Meeting. Subject: State Taxation. 
Location: Waldorf-Astoria Hotel, 
Lexington Avenue and 49th Street, 
New York City. 

December 15—7:30 P. M. Special 
Technical Meeting. Subject: Fed- 
eral Taxes. Location: Engineer- 
ing Auditorium, 29 West 39th 
Street, New York City. 


December 21—7:30 P. M. Special 
Technical Meeting. Subject: In- 
ventory Methods. Location: En- 
gineering Auditorium, 29 West 
39th Street, New York City. 


January 10—Regular Meeting of the 
Board of Directors. 


January 10—7:30 P. M. Society 
Meeting. Subject: Federal Taxes. 
Location: Engineering Auditor- 
ium, 29 West 39th Street, New 
York City. 


Change in Location of January 
Meeting 


Attention of the members is called 
to the change in location for the reg- 
ular January meeting of the Society. 
This meeting, scheduled for January 
10th, will be held in the Engineering 
Auditorium, 29 West 39th Street, 
instead of the Waldorf-Astoria Hotel 
as Originally planned. This change 
has been made necessary by our in- 
ability to obtain adequate accommo- 
dations for a Federal Tax Meeting 


December, 1943 


at the Waldorf-Astoria Hotel on 
that date. 





Renegotiation and State Franchise 
Taxes 


A letter of protest on the ruling of 
E. W. Burton, Director of the Cor- 
poration Tax Bureau, with respect 
to the effect of Federal renegotiation 
of war contracts on New York State 
franchise taxes, was sent to Rollin 
Browne, President of the State Tax 
Commission. The letter and his 
reply follow: 


November 22, 1943 


Commissioner Rollin Browne, 
President 

State Tax Commission 

Albany, New York 


Dear Commissioner Browne: 


The New York Sate Society of 
Certified Public Accountants has re- 
ceived numerous complaints against 
the statement issued under date of 
August 16, 1943 by Mr. E. W. Bur- 
ton, Director of the Corporation Tax 
Bureau with respect to the effect of 
Federal re-negotiation of war con- 
tracts on New York State franchise 
taxes. As Chairman of the Commit- 
tee on Staté Taxation, I have been 
asked to present to you the reaction 
of our membership to this statement. 
The position of the Corporation Tax 
3ureau appears to be an arbitrary 
one and contrary to the plain pro- 
visions of section 219d of the tax 
statute. The franchise tax is im- 
posed on net income which is pre- 
sumed to be the. net income which 
a corporation is required to report 
to the United States. If the net in- 
come for any year is changed “by the 
commissioner of Internal Revenue, 
or other officers of the United States, 
or other competent authority” notice 
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of the change must be given to the 
Tax Commission. Thereafter the 
Tax Commission imposes an addi- 
tional tax if the net income has been 
increased, or if the net income has 
been decreased the statute provides 
that the corporation must receive a 
credit or a refund for any excess 
taxes paid. 

The statement oi the Director of 
the Corporation Tax Bureau sets up 
unwarranted obstacles which pre- 
vent the taxpayer from receiving the 
refund or credit to which he is 
clearly entitled. Mr. Burton says 
that “re-negotiation will not be rec- 
ognized as having any effect upon 
the computation of franchise tax un- 
less the taxpayer can show that the 
re-negotiation was finally concluded 
during the year the income of which 
is involved in the re-negotiation, and 
actually affects the income of that 
year.” 

Obviously, the time when re-ne- 
gotiation is begun and the duration 
of the proceedings is not within the 
control of the Corporation. This 
condition is clearly inequitable and 
if actually carried out would result 
in the State requiring corporations 
to pay franchise taxes on non-exist- 
ent income. 

Coupled with this condition is an- 
other that the taxpayer must show 
that the repayment of profits was 
not a capital transaction. The di- 
rector is apparently taking the posi- 
tion that a contractor who pays back 
profits presumably does so in con- 
sideration of other benefits. Actually 
the profits are reduced by retroac- 
tively adjusting the sales prices. 
This is clearly the spirit and purpose 
of re-negotiation. Sales prices in 
war contracts as originally negoti- 
ated are merely tentative. The trans- 
action is not a completed one in the 
accounting sense until re-negotia- 
tion has finally fixed the gross in- 
come of the contractor. Any sug- 
gestion that the procedure of re- 
negotiation is in effect a transaction 
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whereby the contractor is acquiring 
capital assets is insupportable. 
Coupled with the two previous 
conditions is a third. This one re- 
quires a taxpayer to show that the 
corporation cannot under any cir- 
cumstances receive credit from the 
re-negotiation agency for the full 
franchise tax on the income com- 
puted without regard to re-negoti- 
ation. So far as can be ascertained, 
the re-negotiation agencies recognize 
state and local taxes as proper 
items of expense; that is, in de- 
termining the amount of profit which 
constitutes a reasonable return to a 
contractor they will give consider- 
ation only to the franchise taxes the 
contractor will be required to pay 
on the profit it is permitted to retain. 
That does not mean that the Fed- 
eral government will allow the con- 
tractor to deduct from excessive 
profits the franchise tax he had paid 
on such excessive profits. So far 
as we know, therefore, the State’s 
requirement of a showing that the 
corporation has not and cannot re- 
ceive credit for the full franchise tax 
computed without regard to rene- 
gotiation has no basis in the Fed- 
eral rule governing re-negotiation. 
The statute provides that the fran- 
chise tax should be measured by net 
income. Clearly from an accounting 
standpoint or from any other view- 
point, the amount of a taxpayer’s 
net income is what he is permitted to 
retain after re-negotiation. 
Knowing your reputation for fair 
dealing with taxpayers and your 
general liberal attitude on matters 
of taxation, we feel that you will 
wish to review this situation in the 
light of the inequities that we point 
out to you. You may be assured of 
our cooperation in the further con- 
sideration of this matter. 


Respectfully yours, 


BENJAMIN HARROW 
Chairman, State 
Taxation Committee 


December 





re. 
me 
tra 
th 
as 


We 
tio 
alr 
in 
To 
tax 
tha 
tra 
Sta 
neg 
all 
ces 
to 
con 
file 
bas 
rep: 
add 
fun 
allo 
Ica 
cory 


19. 


tee 


Der 





State Society Activities 


STATE OF NEW YORK 


DEPARTMENT OF TAXATION 
AND FINANCE 


ALBANY 


December 3, 1943 


Mr. Benjamin Harrow, Chairman 
State Taxation Committee 

The New York State Society of 
Certified Public Accountants 

15 East 41st Street 

New York, N. Y. 

Dear Mr. Harow: 

I found your letter of November 
22nd when I returned to Albany yes- 
terday. 

I can only undertake to answer a 
few of your points in this letter. 

We have heard that in some cases 
a contractor does or may get title 
to property, or another contract, as 
part consideration for agreeing to a 
renegotiation. Our ruling merely 
means that if and to the extent the 
transaction is a capital transaction, 
the repayment will not be recognized 
as an income deduction. 

Weare clearly right in saying that 
we will not allow a refund or reduc- 
tion of State tax if the contractor has 
already received credit for that tax 
in determining his excessive profits. 
To do otherwise would allow the 
taxpayer a double benefit. We know 
that in many actual cases the con- 
tractor has been given credit for the 
State tax computed on its un-re- 
negotiated income, that is to say, on 
all of its profits, including the ex- 
cessive profits subsequently repaid 
to the government. Some of these 
contracts require the contractor to 
file a refund claim for the State tax 
based on the excessive profits and to 
repay to the Federal government as 
additional excessive profits any re- 
fund so secured. We propose to dis- 
allow any such claim for refund but 
I cannot see how that would hurt the 
corporation. 

I do not believe there is any set- 
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tled rule of accounting which would 
require us to recognize as a proper 
accrual of the renegotiated year a 
repayment which was both agreed to 
and made in a later year. Such an 
item was a disputed claim at all 
times during the renegotiated year 
and there is authority that such a 
claim can be taken into account for 
tax purposes only when the liability 
and the amount of the liability are 
actually ascertained. That would 
merely mean, of course, that we 
should take the repayment into ac- 
count in computing the net income 
for the year in which it was determ- 
ined and actually made. We have 
stated that we will not take the re- 
payment into consideration even in 
the subsequent year, and I agree 
that that is an arguable point. 

It may be true that some contrac- 
tors who are affected by our ruling 
have not been able to get proper 
credit from the Federal government. 
However, we know that, many of 
them have received proper credit 
from the Federal government for the 
full amount of taxes they have been 
required to pay to the State. We 
are adhering to our ruling until some 
general consistent policy is adopted 
in Washington. After that, we will, 
of course, reconsider our position. 

If you want to put the matter on 
the basis of strict accounting, I call 
your attention to the fact that when 
a corporation is being renegotiated 
for 1942, the only State tax that is 
a proper accrual for that year is the 
State tax based on its 1941 income, 
and that tax is not and never can be 
affected in any way by the results 
of a 1942 renegotiation. The amount 
of the State tax based on the cor- 
poration’s 1942 income will, from 
the strict accounting point of view, 
affect only its income for 1943. This 
is a another indication of what ter- 
rible confusion surrounds this entire 
question. We in New York have at 
least adopted a definite position and 
notified all taxpayers; no definite 
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policy has been adopted or followed 
in Washington and no uniform rule 
has been laid down there. 

I hope the whole matter will be 
clarified to some extent by or as the 
result of the enactment of the pend- 
ing revenue bill. I should be glad 
to discuss the matter with you fur- 
ther when I see you next. 


Sincerely yours, 


RoLLin BROWNE 


Membership and State Societies 


In the November issue of THE 
SPOKESMAN, the official organ of 
the Pennsylvania Institute ot Cer- 
tified Public Accountants, I. Russell 
Bush, President of the Institute, 
wrote concerning the often-expressed 
thought that it was not necessary for 
a certified public accountant, not in 
public practice, to belong to the 
State Society. Mr. Bush’s message, 
while addressed to the Pennsylvania 
C.P.A.’s, is equally applicable to all 
C.P.A.’s. His message follows: 


“Because :t has come to my notice 
very recently that one of our es- 
teemed members, employed by pri- 
vate industry, has expressed the 
thought that the Institute (or State 
Society) exists for practising public 
accountants only, I am prompted to 
consider the subject in my message 
for this month. 

It can be said without stretching 
the truth, that—once a C.P.A. al- 
ways aC.P.A. Those forward look- 
ing men who first conceived the need 
of a state society in the interest of 
certified public accountants had in 
mind not only the ‘mutual improve- 
ment, professionally and socially, by 
providing facilities for the encour- 
agement and attainment of a higher 
standard of professional efficiency,’ 
but, as well, the development and 
protection of standards within the 
profession. Idealistic at the outset 
perhaps, but in the light of later 
events the same purposes were 
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sought for, so that the position of 
those holding Pennsylvania C.P.A. 
certificates would ever improve—not 
in a selfish sense, but rather in the 
broad objectives of relations to the 
public to be served, of responsibility 
to the Commonwealth which recog- 
nized the skill and ability of those 
awarded a certificate under the sanc- 
tion of state law, and of the respon- 
sibility of one C.P.A. to another. 


No one will deny that the profes- 
sion has developed probably far be- 
yond the dreams of the founders. 
This development has extended into 
many and large fields of influence—- 
contributions to the science of busi- 
ness during the period of its greatest 
growth, measured in terms of finance 
and productivity, meeting its respon- 
sibilities by alertness to both na- 
tional and state government in mat- 
ters pertaining to taxation, in being 
alive to the economic changes of the 
times, and by discharging with honor 
its responsibility of independence 
(in spite of much that is being said 
these days on the latter point). 

For these accomplishments credit 
is naturally due to the individuals 
who have, after obtaining their cer- 
tificates, so admirably carried ‘on the 
work of accounting and its related 
subjects, whether as public account- 
ant, private accountant in industry, 
or instructof. Nonetheless, the work 
of the state societies and the national 
organization of accountants must 
not be overlooked or underestimated. 
Who has made up these organiza- 
tions, and who has worked so earn- 
estly in an organized capacity over 
the past years since the infant C.P.A. 
was born, to make sure that the 
individual efforts of those engaged 
in accounting would collectively as- 
cend fully to the heights each in- 
dividual desired the profession to 
achieve? The answer is simple. The 
work of state societies and the na- 
tional organization was carried for- 
ward by the support of those same 
individuals to whom credit is due 
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State Society Activities 


for their personal skill and ability 
in meeting the growing demands of 
the public, as the years rolled by. 
With individuals of character, skill 
and ability, sponsoring our profes- 
sional organizations, how could the 
organizations do other than serve 
well all members of the profession? 

The eye of the Pennsylvania Insti- 
tute has always been focused on the 
highest standards as regards the 
C.P.A. certificate and the practise 
of accounting—whether public or 
private. It will for all time, I am 
sure, dedicate its efforts to that pur- 
pose. It can do nothing less so long 
as holders of C.P.A. certificates wish 
it so to do. As individuals, we can 
and will likewise dedicate our per- 
sonal characters, ability and skill to 
the same purposes if we, in a prac- 
tical sense, and not merely idealis- 
tically, believe in the high standards 
already set and practised by our pro- 
fession. As Mr. Victor Stempf, Presi- 
dent of the American Institute of 
Accountants, says, as to account- 
ants—by their deeds shall they be 
known. And I may add—by the 
deeds of those same individuals will 
the state societies and national or- 
ganization be known. 

So long as certified public account- 
ants seek fellowship and unison to the 
fullest extent possible, through state 
societies, to protect their certificates 
and make sure that the standards of 
the profession by precept and prac- 
tise are what they should be, to meet 
the increasing responsibility to and 
the confidence of the public, just 
that long will membership in the 
state society and national organiza- 
tion of the profession remain of full 
value to the C.P.A. engaged pri- 
vately by industry, government, etc. 
To attain this usefulness the state 
society needs the full and interested 
support of every C.P.A. who has 
studied and labored so hard to get 
his certificate—no matter to what 
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phase of accounting work the cer- 
tificate holder devotes his time. As 
has been said respecting other or- 
ganizations—to support the Penn- 
sylvania Institute ‘makes coopera- 
tive common sense.’ ” 





Year Book of the Society 

Copy for the 1943 Year Book of 
the Society, based on our records 
of December Ist, has been sent to 
the printer. 
_ eSATA 

Harold S. Russell 

Harold S. Russell, a member of 
the Society sirice June 1931, passed 
away on October 4, 1943. 





William Claude Heaton 
William Claude Heaton, head of 
\. C. Heaton & Company, passed 
away on November 21, 1943. He 
had been a member of the Society 
since February 1928. 


George D. Fish 
George D. Fish, head of George 
D. Fish & Company, passed away 
on November 23, 1943. He had been 
a member of the Society since No- 
vember 1922. 


Peter M. Murray 
Peter M. Murray, a member of the 
Society since March 1939, passed 
away on December 1, 1943. 


John J. Monahan 
John J. Monahan, a member of the 
Society since February 1932, passed 
away on December 7, 1943. 





The Society has suffered a great 
loss in the passing of these valued 
and esteemed members. 
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The New York Certified Public Accountant 
Announcement of 

1944. PRIZE Essay CONTEST . 
of 
ing 
The Board of Directors of the Society has authorized the Com- bas 
mittee on Publications to conduct a prize essay contest, the * 
essays to be on a subject of interest to the accounting profession tior 
and suitable for publication in The New York Certified Public be 
Accountant. Prizes in the amount of $150 for first prize, $100 not 
for second prize, and $50 for third prize are offered. = 
skij 
The general rules of the contest are as follows: oa 
All papers shall be original and the manuscript shall be typed in ine 
duplicate on 814 x 11 stationery, double or triple space typing, and mos 
should not be more than 5000 words. gen 
pay 
* higl 
The name of the individual submitting the paper should not appear wer 
thereon, nor should there be any other means of identifying the base 
manuscript, which should be accompanied by a covering letter — 
giving the contestant’s name and address. tent 
* that 
When submitted to the judges, each manuscript will be given a 
key number of identification. win 
* Pi 
Manuscripts should be forwarded to The Managing Editor of The = | 
New York Certified Public Accountant, 15 East 41st Street, New ee 
York 17, N. Y., on or before May 15, 1944. Awards will be see 
announced as soon thereafter as possible. liabi 
* the | 
of tl 
All papers submitted shall become the property of the New York sion 
State Society of Certified Public Accountants and shall be avail- with 
able for publication in The New York Certified Public Account- Ever 
ant. The decision of the judges shall be final as to what papers ee 
: : iabi 
may be entitled to prizes. Ne 
date- 
P 
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The “Forgiveness” Provisions of 
the Current Tax Payment Act 


By Davin B. CHASE 


Sethe accountants were deluded by 
the skip-a-year-of-tax propaganda 
that emanated from the proponents 
of the pay-as-you-go tax. The plac- 
ing of income taxation on a current 
basis was a highly desirable event— 
perhaps the most, historic event in 
the annals of personal income taxa- 
tion. Accountants are tough-minded 
men who have a powerful mental 
grip on practical realities; they were 
not fooled one bit. They know that 
there was never a year of tax 
skipped ; they know what really hap- 
pened is that the tax payments in 
1943 were now measured by 1943 
income instead of 1942 income in 
most cases. Since 1943 incomes were 
generally higher, the resultant tax 
payable in most cases was also 
higher than it would have been if it 
were measured by the 1942 income 
base. They also know that the Cur- 
rent Tax Payment Act substantially 
increased the tax for 1943 to the ex- 
tent of the additional tax payments 
that were deferred to March 15th, 
1944, and 1945 respectively. In ad- 
dition, there is the so-called “anti- 
windfall” tax on larger incomes. 

Perhaps the greatest advantage to 
the individual taxpayer arises when 
his income ceases or declines. For 
example, if he retires or enters the 
armed forces, no great unpaid tax 
liability hangs around his neck, like 
the dead albatross around the neck 
of the Ancient Mariner. The deci- 
sion to retire need not be fraught 
with as great anxiety as formerly. 
Even death loses much of its sting 
because no substantial income tax 
liability survives the taxpayer. 

Now that the first declaration 
date—September 15th—is behind us, 


I shall assume that your problems 
relating to declarations have been 
solved, and confine myself, in this 
short time allotted to me, to a dis- 
cussion of the forgiveness sections 
of the Act. 


Many individuals will benefit from 
the transition to a current basis. 
There are many individuals who 
have benefited greatly from the im- 
petus of the war economy in that 
their incomes were greatly swollen 
during both the years 1942 and 1943. 
You can readily see that the savings 
of three-quarters of the tax based on 
the income of a boom year—an un- 
usual year—is a decided advantage. 
Those who received incomes that 
were sensitive to the impacts of the 
war influences greatly benefited from 
the new law as compared to those 
whose incomes were less elastic and 
less responsive to the changes 
wrought by the war economy. If 
we press this idea further, it can be 


‘safely said that business incomes, 


by and large, had a very great ad- 
vantage over other incomes, in that 
they were more likely to be respon- 
sive to the war influences—greater 
demand, increasing prices, greater 
gross profit, while the fixed charges 
tend to persist at pre-war levels. If 
the income and profits of one of the 
two years involved—1942 and 1943 
—were likely to loom up and dwarf 
the other—any control of the realiza- 
tion of income or the timing of ex- 
penses that tended to even out the 
income of the years, yielded substan- 
tial tax savings. 


It would not require any great 
demonstration to show that fixed 
incomes, salaried incomes, and non- 


Presented at the November 15, 1943 meeting of the Society. 
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business incomes in general, had no 
similar advantages. 

I point also to the fact that 
moneyed individuals with security 
holdings were in a position to take 
gains in 1943, when necessary, to 
obtain fullest benefit of the “for- 
given’ tax. 

Cyclical businesses, where the 
prosperous phases fell into the years 
1942 and 1943, had a striking advan- 
tage as compared to business that 
plodded on in its own steady way. 
For similar reasons, but for the fact 
that the prosperous phases of the 
cycle preceded or followed the years 
1942 and 1943, some businesses with 
fluctuating incomes suffer a disad- 
vantage. ‘ 

In some measure, some of the ad- 
vantages we have mentioned are 
pared down by the impact of the 
rather unsatisfactory so-called “anti- 
windfall” tax. But we shall save 
that ill-formed creation for later dis- 
cussion. Again, in some cases the 
advantage in bringing 1943 income 
up to the level of 1942 income may 
only be a superficial tax benefit—for 
it must be borne in mind that for 
each 75¢ in tax “saved” there is a 
corresponding tax increase of 25¢. 


Review of the “Forgiveness” Sec- 
tions 


For legalistic and administrative 
reasons, the law has been so written 
that all of 1942 taxes technically are 
forgiven. But note that 1943 taxes 
are measured by reference to both 
years. The true nature of this legal 
fiction is exposed when we point to 
the fact that even if there is no in- 
come whatever in 1943, or even if 
death or justice overtakes the fugi- 
tive taxpayer during 1942, the 1942 
income taxes must be paid. But the 
fiction that we skipped a year—like 
many legal fictions—provides a use- 
ful rationalization and we have no 
quarrel with it. For purposes of 
exposition, we can state the facts 
realistically as they are, without 
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using those extraordinary circum- 
locutions that the draftsmen of the 
law found necessary because of the 
legal fiction of which we spoke. 

In plain language, therefore, every 
individual must pay the greater of the 
1942 and 1943 tax, and in addition he 
must pay 25% of the tax of the lesser 
year, though this latter addition is pay- 
able in two equal instalments, on March 
15th of 1944 and 1945 respectively. 
However, if the tax of the lower year 
is $50.00 or less, then the addition is 
waived and no tax is carried over to 
1944 and 1945. But if the lower year’s 
tax was over $50.00 but less than 
$66.66, the difference between the two 
figures must be carried over and paid in 
1944 and 1945. You accountants will 
recognize this as a “notch” provision 
and note that when the tax reaches 
$66.66 that 75% of that amount, the 
so-called forgiven portion, equals ex- 
actly $50.00. 


Points and Observations Relating to 
the General Forgiveness Sections 


1. Note that you compare the 1942 
tax with the 1943 tax, including the net 
Victory tax; it is mot the taxable in- 
comes that are compared. Since the 
1943 tax (because of Victory Tax in 
1943) may be higher than the 1942 tax, 
we may find that though the 1943 in- 
come may be smaller, the 1943 tax is 
higher. 

2. In comparing the taxes of each 
year, ignore the credits taken against 


. the tax. But note that the 25% added 


tax is based on the net tax after credits 
under Section 143 for deductions at 
source (but not for withholding tax 
deductions). 

3. Also ignore interest and penalties 
in comparing the tax for the two years. 

4. Note that if death occurs during 
1942, the Current Payment Tax scheme 
does not apply. 

5. The 1942 tax is not forgiven, ex- 
cept through payment, if the taxpayer 
is convicted of any criminal offense with 
respect to the 1942 tax, or additions 
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to the 1942 tax are imposed because 
of fraud penalties. 


6. Where a joint return was filed 
in 1942, there remains a joint and sev- 
eral liability on any increase in the 1943 
tax resulting from the application of the 
forgiveness sections, notwithstanding 
separate returns are filed for 1943. 


7. When a joint return is filed for 
one of the years 1942 or 1943, the total 
of the separate taxes of the year of 
separate returns is compared with the 
joint tax to determine the higher tax 
year. The separate returns are not put 
on a joint return basis. 


8. The law concerns itself with the 
correct tax liability for each year. It 
is not necessarily the tax shown on the 
1942 return that controls in ascertain- 
ing the higher tax year. 


The “Anti-Windfall Tax” 

The expression “anti-windfall tax” 
is used solely for simplicity sake. As 
we shall see later, this label is actually 
a misnomer since it hits income that 
is not within the category of ‘‘wind- 
falls.” 

You all know what hue and cry had 
been made even before the war was 
upon us, to make sure that no one prof- 
its directly or indirectly from the war. 
Of course, the great problem is to be 
able to discern precisely which incomes 
and profits are attributable directly or 
indirectly to the war. No one can 
quarrel with that idea. But many zea- 
lots fail to distinguish between profits 
and incomes attributable to the advent 
of war and. incomes that would have 
made their appearance, war or no war. 
Many forces are always jointly at work 
in the production of income and profit. 

In principle, there is no reason why 
an Excess Profits Tax should not reach 
individuals whose incomes were boosted 
by the potent economic forces of the 
war economy. But not all incomes that 
have increased during the war years 
have even a remote relationship to the 
war. If a school teacher, in pursuance 
of an established pre-war schedule, 
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earns $100.00 more each year, shall it 
be taxed away because the increase 
came in a war year? Shall the orphan 
who just inherited his father’s wealth, 
have its income, which his father per- 
ennially earned before him, taxed away 
just because it fell into new hands? 
Should “A”, who gave up opportuni- 
ties of remunerative employment for 
years and stuck to his professional 
studies, find his income taxed away just 
because he didn’t graduate until a war 
year? We also have the problem 
where incomes of business and pro- 
fessional people grow larger with the 
lapse of time, and where a long gesta- 
tion and development period must take 
place before maturity is reached. If the 
maturation is finally achieved in a war 
year, shall the income be taxed away? 

We can see then, that the equivalent 
of an Excess Profits Tax for indivi- 
duals would involve many imponder- 
able problems and would be heavily 
freighted with technical as well as ad- 
ministrative problems. Which base 
year would be the criterion for meas- 
uring increased incomes? Suppose the 
individual was sick for part of that 
year, or his income was depressed for 
some other reason, what then? You 
see we would have all the Section 722 
cases all over again, plus a few more. 
Then again, no one has figured out how 
you place such a tax on a pay-as-you- 
go basis. 

Yet, some gesture had to be made 
toward recapturing some of the ex- 
tra-large increases in income which 
presumably are to be attributed to 
the war or war-affected economy. 
Hence, we have the anti-windfall 
tax, with its concomitant headaches. 


The Computation 


The intent of the anti-windfall tax 
is to prevent forgiveness of all of 
the 75% of the lower of 1942 or 1943 
taxes when the income of the lower 
year is exceptionally high as com- 
pared to pre-war earnings. Here is 
the technique under the Act: 


1. You locate the highest surtax 
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net income in any of the pre- 
war years from 1937 to 1940, 
inclusive. 


2. Add $20,000.00 to it. The re- 
sultant figure must exceed the 
lower of surtax net income of 
1942 or 1943 before you pay 


any anti-windfall tax. 


3. You compute the normal tax 
and surtax on the base year 
figure (its surtax net income 
plus $20,000.00). (You ignore 
both earned income credit and 
credit for U. S. interest—that 
is, you compute the hypotheti- 
cal tax called a “tentative tax” 
on the very same base). The 
rates you apply are the rates of 
the “forgiveness” year—that 
is, 1942 or 1943, the year that 
has the lower tax. 


4. You subtract the amount of 
the tentative tax from the tax 
that would have been forgiven 
had it not been for the inter- 
vention of the anti-windfall 
tax (75% of the tax of the for- 
giveness year). 

5. The figure reached is the 
amount of the tax which Con- 
gress refused to “forgive” so 
that it must be paid in addition 
to the tax that would ordinarily 
be paid had there been no anti- 
windfall impost. 


Simply stated, the tax forgiven 
can not exceed the tax computed on 
the total of the surtax net income 
of the base year, plus $20,000.00. 

So far we have dealt with “quantita- 
tive” considerations. But does the 
“quality” of the income—whether it 
is earned income or capital gains— 
make a difference? The answer is 
“yes” and you look at the character 
of the income in computing the “ten- 
tative tax”. If 1942 tax is being 
compared with the base year, you 
must ask yourself: How much of the 
1942 income is earned income and 
how much capital gains? If it is 
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one-fourth capital gains, one-third 
interest and dividends and_five- 
twelfths earned-income, the income 
of the base year augmented by 
$20,000 ‘is presumed to be qualita- 
tively divided in that same propor- 
tion. 


Points and Observations on Anti- 
Windfall Tax 


1. The revenue law relating to 
the base year governs in determining 
surtax net income of base year. Con- 
sequently, the base year should be 
carefully selected. 

2. Taxpayer with heavy taxable 
capital gains in base year seemis to 
have an advantage. Heavy capital 
gains may have been unearned in- 
crement over many years realized in 
the base years. Yet that historical 
accident may reduce the anti-wind- 
fall tax. It is also true that heavy 
capital losses in years 1938 to 1940 
will reduce severely the surtax net 
income for those years and unduly 
penalize, since such losses are lim- 
ited to only $1,000.00 in 1942 and 
1943. This results in a distorted 
excess profits or windfall tax. 

3. Here again, it is my view that 

we may deal with correct surtax net 
income of the base year and are not 
controlled by the surtax net income 
shown on the tax return. For exam- 
ple, a grantor of a Stuart type trust 
may add to his base year surtax net 
income, the trust income even 
though it was not reported in that 
year. (The holding in the Stuart 
case may be negatived by pending 
legislation.) 
_ 4. The selection of a base year 
apparently is binding and cannot be 
changed later. Consider abandoning 
refund claims for base years. 

5. Where losses resulted in base 
years, surtax net income is taken as 
zero. 

6. Where you are within the anti- 
windfall provision the general ad- 
vantage in bringing 1943 income up 
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to 1942 income is minimized. In 
many cases a heavy increase in tax 
is invited by this process. 

7. You are not within these pro- 
visions merely because surtax net in- 
come of the lower of 1942 or 1943 ex- 
ceeds the base year surtax net income 
by $20,000.00. This is so since the 
“tentative” tax must be less than 75% 
of the tax for the “forgiven year” be- 
fore the additional tax obtains. For 
example, if base year is zero, your sur- 
tax net income for the lower of 1942 or 
1943 must approximate $24,000.00; if 
base year surtax net income is $150,- 
000.00, the “forgiven” year surtax net 
must approximate $200,000.00 before 
the calculations produce an anti-wind- 
fall tax. 

8. Joint and separate returns. 

(a) If separate returns are filed for 
the lower of 1942 or 1943, the “‘tenta- 
tive tax” is computed on the separate 
surtax net incomes plus $20,000.00 for 
each spouse, in the base year, notwith- 
standing a joint return was filed in the 
base year. 

(b) Similarly, if a joint return is 
filed for the “forgiven” year the “tenta- 
tive tax” is based on the joint surtax 
net income of the base year plus $20,- 
000.00—notwithstanding separate re- 
turns were filed in the base year. 

(c) Where (b) above applies, both 
spouses must select the same base year. 
This does not appear to be an equitable 
requirement in the regulations. 

(d) Where 1943 is the lower tax 
year, consider filing separate returns 
even though the tax calculation before 
applying these provisions is greater 
than on a joint return basis. 

9. If before May 1, 1943, a corpo- 
ration was transformed by complete 
liquidation into an individual proprie- 
torship or partnership, the proprietor 
or partner as the case may be, may 
treat the undistributed base years’ earn- 
ings of the corporation as though they 
were distributed as dividends. Note 
there must be an uninterrupted conti- 
nuity of economic life of the enterprise 
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and substantial identity (substantially 
all the assets of the corporation must 
have been acquired by the non-corpo- 
rate entity). 

The law requires that the share of 
the erstavhile stockholder be lowered to 
the share he subsequently holds in the 
partnership. (If 50% in partnership, 
it is 5}0% of the corporate earnings even 
though he held 90% of stock). But 
it is not raised in vice-versa. 

10. Where Section 107 income is 
in the lower tax year of 1942 or 1943, 
an attempt at relief is made in the 
Act as follows: 

(a) For the purpose of comparing 
the surtax net incomes in de- 
termining whether or not the 
anti-windfall provision ap- 
plies, any income iin the “for- 
given year” attributable to 
the base year is eliminated 
from the forgiven year surtax 
net income and added to the 
base year surtax net income. 

(b) To determine the anti-wind- 
fall tax, however, the surtax 
net income of the base year is 
increased by the Section 107 
income attributable to that year 
but the tax of the “forgiven” 
year is not disturbed. 

(c) It is to be observed that the 
relief applies only if the lower 
of 1942 or 1943 contains the 
Section 107 income, AND 
some of such income is at- 
tributable to the base year 
selected. 

* * * 7 

In working with the “anti-wind- 
fall” provisions, I, as no doubt many 
of you, have observed that in the 
majority of cases they are patently 
inequitable in their application. I do 
not have the time now to list for you 
many instances that give rise to an 
undeserved tax liability. The best 
that may be said for these provisions 
is that their immediate repeal should 
be undertaken by the Congress. If 
they are to remain, then the Con- 
gress should recognize that this is 
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tantamount to an excess profits tax 
on individuals and _ consideration 
should be given to relief measures 
analogous to Sections 711, 721, 722, 
735, 736 and 713 for corporations 
under the Excess Profits Tax. 


The Impact of the Transition upon 
Men in the Armed Services 


We have already noted that if one 
year’s income dwarfs the other, the 
result is unfavorable to the taxpayer, 
since his tax is measured mainly by 
the income of the larger year. This 
inequity showed up in bold relief in 
the cases of men who entered the 
armed services. In these cases, 1942 
tended to be high while 1943 fell 
below the taxable level because 
Army and Navy pay is notoriously 
low as compared to civil incomes. 
If the law taxed the income of the 
higher year—which almost invaria- 
bly means, for service men, the year 
1942—our newly created soldiers and 
sailors would be left in the position 
where they would have to pay the 
1942 tax out of their measly 1943 
incomes. That would be quite a 
stunt, for not infrequently the tax 
looms up greater than the entire 
1943 service pay. 

The law prevents this inequity by 
permitting a recomputation of the 
1942 tax with the omission of all the 
earned net income from gross in- 
come. 


Points and Observations Relating to 
Service Men 


1. This relief by reduction of the 
1942 tax by an amount equal to the 
tax attributable to earned income in 
that year is limited solely to the case 
where 1942 tax (before applying this 
relief provision) is greater than 1943 
tax. If 1943 tax is the greater year, 
the provision does not apply. 


2. Earned net income of 1942 is 
the first $3,000.00 of income but can- 
not exceed $14,000.00 of earned in- 
come as defined in Section 25(a) 4. 
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3. A great number of service men 
have overpaid their tax. If all in- 
come in 1942 was earned net income 
and only income in 1943 is service 
pay not in excess of $1,500.00, no tax 
liability exists. Thus payments al- 
ready made on account of 1942 tax 
are refundable over-payments. 


4. The relief measure applies if 
the taxpayer was in active service at 
any time during 1942 or 1943. Thus, 
persons discharged from service dur- 
ing 1942 or 1943 are accorded relief. 


5. Service men filing joint returns 
for 1942 or 1943 may be inequitably 
denied this tax relief. 


Example: Husband enters armed 
service in 1943. All income in 1942 
is earned net income and joint re- 
turn is filed. Wife’s income in 
1942 was negligible. Tax for 1942 
was $500.00. In 1943 Wife is em- 
ployed and her tax for 1943 is 
$600.00. Husband has no tax in 


1943. Since a joint return was 
filed in 1942 we must total the 
taxes of Husband and Wife in 


1943 to determine the lower year. 
The tax in 1943 so computed is 
greater than 1942 and consequently 
the tax relief is denied to the Hus- 
band. Tax is therefore $600.00 plus 
$125.00 (25% of 1942) or $725.00. 
If separate returns were filed in 1942 
the total tax liability of Husband and 
Wife would be $600.00 or a saving 
of $125.00. 


It would appear to me that service 
men should be given -the privilege to 
amend the 1942 return to a separate 
rather than a joint return basis in such 
cases. 


Rulings and Regulations to Date 


Regulations 115—Relating to withhold- 
ing provision. Released 9/4/43. 
These supersede “advance regula- 
tions” issued 6/29/43. 


T. D. 5291—Relating to extension of 
time for filing declarations by mem- 
bers of armed forces. 
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I. T. 3619—Relating to effect of Cur-  Jnformal Ruling—3/29/43—Withhold- 
| rent Tax Payment Act on renegotia- ing (Victory Tax) as to value of 
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. Informal Ruling—8/7/43—W ithhold- 
ing required as to payments to men 
in armed service by employer. 
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Federal Tax Considerations in Anticipation 
of Year End Closing 


By J. P. Wittiams, C.P.A. 


“T'HE matters covered by this dis- 
cussion will be dealt with under 
two main headings: (A) points re- 
quiring consideration prior to clos- 
ing the accounts for the year and, 
(B) certain elections which tax- 
payers are permitted to make at or 
prior to the time returns are filed. 


(A) Points Requiring Consideration 
Prior To Closing the Accounts 
For the Year 


(1) Inventories 


Consideration should be given, 
before closing the accounts, to plac- 
ing inventories on the basis previ- 
ously followed for tax purposes, i.e., 
cost or cost or market whichever is 
lower. In this connection it should 
be remembered that, in pricing the 
inventory, it is usually better to 
make reductions to market in exact 
amounts by items rather than by 
way of a general reserve. 

Serious problems of inventory 
valuation may be encountered in 
connection with materials or com- 
modities, the sale of which is sub- 
ject to governmental restrictions, 
such as those imposed by the War 
Production Board or the Office of 
Price*Administration. In such cases 
a market valuation lower than the 
current market quotations may be 
justified. 

In one such case, the taxpayer had 
substantial quantities of a perisha- 
ble commodity used in the manufac- 
ture of its product and governmental 
regulations reduced the amount of 
such commodity which could be 
used in each unit manufactured and 
there was no market for the com- 
modity as other manufacturers were 


similarly situated. Consequently a 
substantial loss was sustained due to 
deterioration and spoilage. In a 
number of cases taxpayers were left 
with stocks of materials and parts 
which could not be used in current 
manufacturing operations due to 
governmental restrictions or to a 
shift to war production. In these 
cases the inventories were reduced 
to estimated realizable values. 


(2) Capital gains and losses 


Taxpayers having capital losses in 
the current year or a carry-over 
available from prior years should 
consider the desirability of establish- 
ing capital gains which may be ap- 
plied against losses. Such capital 
gains may be established by wash 
sales if desired as the limitation on 
wash sales relates to losses only. 
Conversely, taxpayers having capital 
gains should consider establishing 
capital losses thereagainst. 

In considering the capital gain and 
loss position, the provisions of Sec- 
tion 23 should be borne in mind un- 
der which (a) securities becoming 
worthless (other than those of an 
affiliated corporation) which are 
capital assets are capital losses, end 
(b) losses on worthless non-business 
debts sustained by taxpayers other 
than corporations are treated as 
short-term capital losses. Section 
117(j) provides that a net gain from 
sales or exchanges of property used 
in the trade or business, and from 
involuntary conversions of such 
property and of capital assets held 
more than six months, is treated as 
capital gain while a net loss from 
such sales and involuntary conver- 
sions is treated as an ordinary loss. 


Presented at November 15, 1943 meeting of the Society. 
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Federal Tax Considerations in Anticipation of Year End Closing 


Corporations using the invested 
capital method for excess profits tax 
purposes should give attention to 
the effect of transactions involving 
capital assets upon their invested 
capital credits. In those cases where 
accumulated earnings and profits are 
available, and consequently form a 
part of equity invested capital, capi- 
tal gains taken during a taxable year 
increase the excess profits credit 
available for succeeding taxable 
years although capital gains are not 
subject to excess profits tax. Con- 
versely, if capital losses are estab- 
lished in excess of capital gains, 
while no tax saving results from 
such excess except as may result 
from the carry-over to subsequent 
years, such losses do reduce accumu- 
lated earnings and profits and there- 
fore the excess profits credit availa- 
ble in succeeding years. A second 
consideration is the effect of the 
disposal of inadmissible assets upon 
the inadniissible ratio. The sale of 
such assets decreases the reduction 
on account of inadmissible assets 
for the balance of the taxable year 
and for succeeding years. 


(3) Replacement fund for proceeds 
of fire insurance or other invol- 
untary conversions 


Any involuntary conversions dur- 
ing the year should be carefully con- 
sidered in determining whether a re- 
placement fund should be set up under 
Section 112(f) in order to exclude 
from taxable income a gain on the 
conversion. In some circumstances it 
may be more advantageous in the long 
run to report the gain on conversion 
as capital gain (Section 117(j)) and 
thereby, when replacement is made, 
obtain an increase in basis for depre- 
ciation for future years, than to set up 
a replacement fund. 


(4) Bad debts 


Taxpayers’ receivables should be 
carefully reviewed to determine bad 
debts which should be either claimed 
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as a deduction as such or provided for 
by way of reserve, depending upon the 
basis of accounting followed in prior 
years. In this connection it is to be 
noted that under amendments made by 
the Revenue Act of 1942 the actual 
charging off of accounts is not a pre- 
requisite to their deductibility for Fed- 
eral income tax purposes. Under the 
prior rule debts ascertained to be 
worthless and charged off were deduct- 
ible, but under the present rule the 
deductibility of a bad debt is predicated 
entirely upon the time at which it be- 
came worthless. 

Interest accrued but not yet collected 
should be scrutinized and any items 
doubtful of collection should be re- 
versed since accrual of interest on bad 
debts or worthless securities is not re- 
quired. 


(5) Depreciation 


Consideration should be given to 
possible deductions for depreciation 
computed at rates in excess of those 
claimed in prior years based upon 
overtime operation of facilities and un- 
dermaintenance. While perhaps not 
essential, it may be helpful if the excess 
depreciation is reflected in the accounts 
of the taxpayer. 


(6) Contributions to employees’ pen- 
sion or annuity plans 


The application of the provisions of 
Section 23(p) and Section 165 should 
be carefully considered in connection 
with contributions to employees’ pen- 
sion or annuity plans or funds. It may 
be advantageous for the taxpayer to 
make a further contribution before the 
end of the taxable year in respect of 
past service benefits in order to obtain 
a deduction for the maximum contri- 
butions allowable. In this connection 
taxpayers on the accrual basis may 
sometimes deduct contributions made 
within sixty days after the close of the 
taxable year. 

It should be noted that under the 
present provisions of the Code and 
specifically Regulations 103, Section 
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19.165(a)(4)-2, pension plans and 
trusts will be considered to have met 
the amended requirements of Code 
Section 165 if such plans meet the re- 
quirements by December 31, 1943. 
Legislation is now pending to extend 
the above date to December 31, 1944. 


(7) Salaries and wages 

A taxpayer’s position under the wage 
stabilization order should be reviewed 
carefully in order to determine that all 
changes in salaries and wages have 
been approved by the Treasury De- 
partment or the War Labor Board 
where required. If approval has not 
been obtained with respect to any pay- 
ments not clearly exempt from ap- 
proval, consideration should be given 
to making prompt application for ap- 
proval by the proper authorities. 

It should be remembered that under 
the provisions of Code Section 24 ac- 
crual of salary would be disallowed as 
a deduction to the taxpayer unless such 
salary is actually paid within two and 
one-half months after the close of the 
taxable year, in those -cases where 
the salary is payable to a member of the 
taxpayer’s family or accrued in the ac- 
counts of a corporation payable to an 
officer or employee who, either directly 
or indirectly through members of his 
family, is the owner of more than 50% 
in value of the outstanding stock at 
the close of the year or at any time 
within two and one-half months there- 
after. 


(8) Accruals of income and expense 

The year end accruals of income and 
expense should, of course, be carefully 
scrutinized in order to insure that all 
items of income accrued and expenses 
incurred are properly reflected in the 
accounts. In cases of affiliated groups 
of corporations filing separate returns, 
it is particularly important to see that 
the allocation of charges and credits 
as between companies has been made 
on a proper basis. 


(9) Dividends 
In determining the amount of divi- 
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dends to be paid, corporate taxpayers, 
other than personal holding companies, 
should consider the possible applica- 
tion of Section 102 dealing with surtax 
on improper accumulation of surplus. 
In this connection it appears that tax- 
payers engaged in a business requiring 
post-war reserves might justify accum- 
ulation of earnings beyond the limits 
set forth in T.D. 4914 (the so-called 
70% rule). 

Recoveries in respect of bad debts, 
prior taxes, etc. deducted in prior years 
should be carefully reviewed in order 
to make certain that there is excluded 
from taxable income the portion of the 
recoveries representing deductions 
which did not result in a tax benefit in 
the year of deduction (Section 22(b) 
(12)). 

In order to avoid the imposition 
of surtax on personal holding com- 
panies such companies should con- 
sider the desirability of either paying 
dividends prior to the close of the 
taxable year substantially equal to 
their subchapter. A net income, or 
obtaining consents from sharehold- 
ers to the inclusion of the equivalent 
of such net income in the share- 
holders’ returns. If the subchapter 
A net income is not fully covered by 
dividends paid and consents of share- 
holders, a further dividend may be 
paid before the fifteenth of the third 
month after the close of the year and 
taken as a credit in computing the 
undistributed subchapter A net in- 
come subject to the surtax on per- 
sonal holding companies; such divi- 
dend, however, cannot exceed 10% 
of the sum of the dividends paid 
(excluding amounts used as credits 
in the preceding year) and the share- 
holders’ consents. 


(10) Debt retirement credit 


The debt retirements during the 
taxable year available for debt re- 
tirement credit against excess profits 
tax should be reviewed and if not 
sufficient to cover the 10% post-war 
refund of excess profits tax, it may 
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be desirable to retire additional debt 
before the end of the year. On the 
other hand if the debt already retired 
permits the maximum credit, it 
would be advantageous to defer 
further retirements of debt until 
after the close of the taxable year. 


(B) Elections Permitted To 
Taxpayer 


(1) Elective inventory method (last- 
in, first-out) 


Under the provisions of Code Sec- 
tion 22(d) a taxpayer may adopt the 
LIFO inventory method in whole 
or in part at the end of any taxable 
year by filing with the return for 
such year a statement of election on 
Form 970, provided that the LIFO 
method is used in the annual finan- 
cial statements for the year. (The 
original requirement that the LIFO 
method must be used in interim fi- 
nancial statements was removed by 
the 1942 Act.) Actordingly, if the 
taxpayer wishes to change to the 
LIFO inventory method it will be 
necessary to adjust the accounts to 
that basis. It will be noted that the 
accounts may, if desired, show in- 
ventories at LIFO cost or market 
whichever is lower but the return 
must be on the basis of LIFO cost 
only. 

A taxpayer already on the LIFO 
inventory basis has a further elec- 
tion to have the tax recomputed for 
any war year in which inventory 
quantities are reduced and replace- 
ment is prevented by war conditions. 
Such replacement must be made 
within three years of the termination 
of the war and the difference be- 
tween replacement cost and the cost 
included in the opening inventory of 
the year of liquidation is to be ad- 
justed in that year; also, the inter- 
vening inventories are to be ad- 
justed. The election must be made 
with the return for the taxable year 
in which the inventory is liquidated 
and is irrevocable. 
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(2) Amortization of bond premiums 
by bondholders 


Under the provisions of Code Sec- 
tion 125, corporate taxpayers may 
elect to deduct amortization of pre- 
miums paid qn purchase of fully 
taxable bonds and taxpayers, other 
than corporations, may elect to de- 
duct amortization of premiums on 
fully or partially taxable bonds. This 
election once made is binding for 
subsequent years unless the Com- 
missioner, upon application by the 
taxpayer, permits revocation of the 
election. 

All taxpayers are required to 
amortize premiums on fully tax ex- 
empt bonds and corporate taxpayers 
are required to amortize premiums 
on partially taxable bonds. 


(3) Amortization of war facilities 


Under Code Section 124, taxpay- 
ers have the option to deduct, in 
lieu of depreciation, amortization 
over a sixty-month period of emer- 
gency facilities which have been cer- 
tified by the Secretary of War or 
the Secretary of the Navy as neces- 
sary in the interest of national de- 
fense. The taxpayer may elect to 
commence the sixty-month amorti- 
zation period with the month fol- 
lowing the month in which the fa- 
cility was completed or acquired or 
at the beginning of the succeeding 
taxable year; such election is to be 
made in the return for the year 
within which amortization is to 
commence. The taxpayer may at 
anytime within the sixty-month 
period, upon notice to the Commis- 
sioner, elect to discontinue amortiza- 
tion and claim depreciation there- 
after on the unamortized balance of 
the adjusted basis of the facility. If 
prior to the expiration of the sixty- 
month period the emergency use of 
the facility as certified by the War 
or Navy Department, or the emer- 
gency period ends by proclamation 
of the President, the taxpayer may 
elect to amortize the facility over 
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the shorter period; such election 
must be made by notice to the Com- 
missioner within ninety days after 
the termination of the emergency 
use or the emergency period. This 
latter election is available even 
though the taxpayer may have previ- 
ously elected to discontinue amorti- 
zation. 

In case the taxpayer has obtained a 
necessity certificate but has not elected 
to claim amortization in the first in- 
stance, amortization may still be claimed 
provided the emergency use of the facil- 
ity or the emergency period ends prior 
to the expiration of sixty months from 
the last day of the month in which the 
facility was completed or acquired. The 
election must be made by notice to the 
Commissioner within ninety days after 
the termination of the emergency use 
or the emergency period and the tax- 
payer is then entitled to amortization 
commencing with the beginning of the 
month following completion or acquisi- 
tion of the facility and ending on the 
last day of the month within which the 
emergency use or the emergency period 
terminated. : 

In considering whether or not the 
taxpayer should elect to claim amorti- 
zation in the first instance, it should 
be remembered that no later election is 
available unless the emergency use or 
the emergency period terminates within 
sixty months of the close of the month 
within which the facility was completed 
or acquired. 


(4) Capitalisation of taxes and other 
carrying charges on property 
- Under Code Section 113, all tax- 
payers may elect to capitalize carrying 
charges on all property, real or personal, 
instead of claiming such items as de- 
ductions. This election, however, does 
not extend to expenses other than the 
class specified. The election is not bind- 
ing for future years. 
It is obvious that it would be advan- 
tageous to the taxpayer to capitalize 
carrying charges in a year in which 


96 


deductions for these charges are not 
needed to offset income. 


(5) Consolidated returns under the 
present law 


Corporations may elect to file con- 
solidated Federal income and excess 
profits tax returns. The election once 
made is binding for future years unless 
(a) permission to change to a separate 
return basis is obtained from the Com- 
missioner, (b) a new corporation (other 
than one formed by a member of the 
group ) enters the affiliated group, or (c) 
the Code or regulations are amended 
in such manner as to make consolidated 
returns less advantageous to affiliated 
groups as a class. While the election 
need not be made until the completed 
returns are filed, the question should be 
considered prior to the time the ac- 
counts are closed since it may have a 
substantial effect upon the reserve for 
Federal income and excess profits taxes. 


(6) Instalment basis taxpayers 


Under Section 736(a), instalment 
basis taxpayers may elect to compute 
income for excess profits tax purposes 
on the accrual basis of accounting pro- 
vided (a) the average volume of credit 
extended to instalment purchasers in 
the four taxable years preceding the 
first taxable year beginning after De- 
cember 31, 1941 was more than 125% 
of the volume of credit extended to 
such purchasers in the taxable year, or 
(b) the average instalment accounts 
receivable at the end of each of the four 
taxable years preceding the first taxable 
year beginning after December 31, 1941 
was more than 125% of such accounts 
receivable at the end of the taxable year. 
It is also provided that the gross income 
from instalment sales for all prior ex- 
cess profits tax years shall be adjusted 
to the accrual basis. The election once 
made is irrevocable for future years un- 
less the taxpayer establishes in a sub- 
sequent taxable year that it would then 
be ineligible to make the election, in 
which case the taxpayer may elect to 
return to the instalment basis. This 
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latter election is irrevocable and no 
further elections are permitted; also, 
all future collections must be included 
in the computation of gross income re- 
gardless of the fact that such collections 
may be in respect of sales reported as 
income on the accrual basis in prior 
years. 


(7) Taxpayers having long-term con- 
tracts 


Section 736(b) provides relief for 
taxpayers reporting income from long- 
term contracts on the completed con- 
tract basis. Such taxpayers may elect 
to compute income for excess profits 
tax purposes on the percentage of com- 
pletion method of accounting provided 
(a) it is abnormal for the taxpayer to 
derive income from long-term contracts 
or (b) if the gross income from such 
contracts in the taxable year exceeds 
125% of the average gross income of 
this class for the four preceding taxable 
years. It is further provided that the 
income and excess profits taxes shall 


be recomputed for all prior excess prof- 
its tax taxable years; also base period 
income for purposes of computing ex- 
cess profits credit under the income 
method shall be recomputed. The elec- 
tion once made is irrevocable for fu- 
ture years. 


(8) Constructive average base period 
net income 


Corporate taxpayers have the option 
to defer payment of 33% of the reduc- 
tion in excess profits tax claimed under 
the provisions of Code Section 722 
where the adjusted excess profits net 
income is in excess of 50% of normal 
tax net income computed without the 
credit for income subject to excess prof- 
its tax. In order to obtain such defer- 
ment of payment the benefits of Section 
722 must be claimed on the return filed 
and a claim for relief filed with the ex- 
cess profits tax return. The necessary 
data should be assembled prior to the 
close of the year in order to expedite 
preparation of the claim for relief. 








Somewhere... 


an American sailor’s life has just been saved by 
a transfusion of blood, collected by the Red 
Cross and put on his ship by the Red Cross. 
Remember this when you’re asked to give or 


give again to the RED CROSS WAR FUND 
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Tax Matters Peculiar to the 
Close Corporation 


By Petrer Guy 


“erie tax matters peculiar to the 
close corporation are of para- 
mount interest cannot be denied. 
We can’t all work for the corpora- 
tions, stocks of which are traded on 
the Big Board, the Curb or other 
local exchange. In fact, were we 
to trace their history, we would, no 
doubt, find that many started as 
close corporations. 

The importance of close corpora- 
tions and small business in our 
economy is best evidenced by statis- 
tics secured from the United States 
Department of Commerce for 1939. 
They reveal that over 85% of our 
manufacturing establishments em- 
ploy up to 50 employees and 83% of 
them account for up to $250,000 of 
annual sales volume. 

In addition to the usual corperate 
taxes, close corporations may be 
affected by: (1) Surtax on Personal 
Holding Companies under Subchap- 
ter A, or (2) Surtax on Corporations 
Improperly Accumulating Surplus 
under Section 102. Their objective 
is to compel the distribution of cor- 
porate earnings in the form of tax- 
able dividends to stockholders. Fail- 
ure to make such distributions may 
subject the corporation to a tax of 
(1) 75% on the first $2,000 plus 85% 
on the excess of $2,000 of Undis- 
tributed Subchapter A Net Income 
or (2) 27%% on the first $100,000 
plus 38'%4% on the excess of $100,000 
of Undistributed Section 102 Net In- 
come. Only one tax—not both— 
may be asserted. 

These surtaxes usually apply only 
to close corporations. Consequently, 
corporations whose stock is widely 
held are not likely to be taxed under 
either. To be taxable under Sub- 
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chapter A, the corporation must fall 
within the provisions of Section 501 
of the Internal Revenue Code. At 
least 80% of its gross income must 
be personal holding company in- 
come (Section 502) and more than 
50% in value of the outstanding 
stock is owned directly or indirectly 
by or for not more than five indi- 
viduals during the last half of the 
taxable year (Section 503). Unless 
both conditions are satisfied, a cor- 
poration does not come within the 
classification. 

The fact that a corporation was 
not a personal holding company last 
year does not necessarily mean that 
it enjoys the same status this year. 
Changes in ownership or in the type 
of its income, may change its classi- 
fication from one year to the next. 

An exception to the rule provides 
that if a corporation was a personal 
holding company in 1937 or a later 
year, the minimum percentage be- 
comes 70% in lieu of 80% until (1) 
it no longer meets the stock owner- 
ship requirement or (2) until the 
expiration of three consecutive tax- 
able years during each of which less 
than 70% of the gross income is 
of the required type. 

The following illustration shows 
the transition of a close corporation 
into a personal holding company: 


A Corp., owned by three stock- 
holders, had $120,000 of income 
from manufacturing, and $30,000 
from dividends, interest and royal- 
ties last year. This is not a per- 
sonal holding company. This year, 
however, it has but $5,000 of in- 
come from manufacturing, due to 
war conditions and price ceilings, 
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and the same $30,000 of other in- 
come. For 1943, it becomes a per- 
sonal holding company. 


It is obvious from the foregoing 
that we can never be over-meticu- 
lous in checking the income of close- 
ly held corporations, as the transi- 
tion to a personal holding company 
may be costly in taxes. 

Courts, not only assess the defi- 
ciency in the personal holding com- 
pany surtax but also impose the 
penalty for failure to file a personal 
holding company return, on Form 
1120 H. 

The surtax under Section 102 ap- 
plies to the earnings which are not 
distributed. It will not apply if it 
can be shown that the purpose of 
accumulating is not to avoid sur- 
taxes on stockholders, but that it is 
necessary for legitimate business 
reasons. At present many corpora- 
tions are retaining their earnings so 
that they will have the necessary 
funds for reconversion to peace-time 
activities after the War’s termina- 
tion. 

Much of our tax litigation relates 
to salaries and bonus problems. (For 
purposes of this paper, no reference 
is made to Salary Stabilization.) 
Taxpayer, in deducting such amounts, 
not only has the burden of proving 
that such compensation was _ in- 
curred or actually paid, but also that 
it was a reasonable amount for the 
services performed by the employee 
for the taxpayer. 

Such deduction is expressly lim- 
ited to a reasonable amount by Sec- 
tion 23 (a)(1) of the Internal Reve- 
nue Code. It is obvious that the 
main purpose of such a qualification 
is to prevent the distribution of cor- 
poration profits under the guise of a 
deductible item, salaries, instead of 
dividends. 

From a practical standpoint the 
Bureau usually raises the issue of 
reasonableness where an _ officer- 
stockholder is involved and this, of 
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course, normally includes most of 
our close corporation. What is 
meant by reasonable compensation 
is largely a matter of opinion. It is 
such an amount as would ordinarily 
be paid for like services, in like cir- 
cumstances, by like enterprises. 

Although no particular method is 
prescribed for the authorization of 
payment of salaries or bonuses, it 
must be borne in mind, that written 
minutes and formal resolutions are 
best evidence not only for income 
tax purposes but also for salary sta- 
bilization. Unlike the latter, pay- 
ment of compensation greater than 
is reasonable does not affect the de- 
ductibility of that part of the com- 
pensation which is reasonable. Only 
the excess over the reasonable 
amout is disallowed. 

Excessive compensation has been 
treated as dividends, as payment for 
property or as gifts, and payments 
in ratio to stock ownership may be 
disallowed to some extent. The rule 
of reasonableness covering the treat- 
ment of the basic salary also applies 
to additional compensation, regard- 
less of the fact that it may be in the 
form of bonus, life insurance premi- 
ums, profit sharing payment, and 
the like. 

As is common with close corpora- 
tions, amounts not exceeding the 
salary of a deceased officer or em- 
ployee, paid for a limited period after 
his death to his widow or his heirs, 
in recognition of services rendered 
by such individual, may be deducted. 
Such amounts tantamount to pen- 
sions are not subject to withholding 
or social security taxes, and conse- 
quently are received tax-free by the 
recipients. 

Nice problems have come up in- 
volving matters of accrual. There 
is, however, a particular section with 
which we will concern ourselves. 
This section, specifically providing - 
that no deduction shall be allowed, 
relating to expenses incurred or re- 
lating to interest accrued, follows: 


99 








The New York Certified Public Accountant 


“Section 24. (Internal Revenue 

Code.) 

(c) Unpaid Expenses and Interest. 
—In computing net income no de- 
duction shall be allowed under sec- 
tion 23 (a), relating to expenses 
incurred, or under section 23 (b), 


relating to interest accrued— 


(1) If such expenses or interest 
are not paid within the taxable 
year or within two and one-half 
months after the close thereof; 


and 

(2) If, by reason of the method 
of accounting of the person to 
whom the payment is to be made, 
the amount thereof is not, unless 
paid, includible in the gross in- 
come of such person for the taxa- 
ble year in which or with which 
the taxable year of the taxpayer 
ends; and ; 

(3) If, at the close of the tax- 
able year of the taxpayer or at any 
time within two and one-half 
months thereafter, both the tax- 
payer and the person to whom the 
payment is to be made are persons 
between whom losses would be 
disallowed under section 24 (b).” 
(Italics supplied ) 


All three factors enumerated above 
must be present in order for the sec- 
tion to apply. Otherwise, it has no 
application. 

This section has the effect of dis- 
allowing deductions for accrued in- 
terest and business expenses (in- 
cluding compensation for personal 
services) where the payee is on the 
cash basis and occupies a special re- 
lationship to the payor, and actual 
payment is not made by the payor 
during his taxable year or within 
two and one-half months after its 
close. The special relationship be- 
tween the payor and payee refers to 
‘ persons between whom losses would 
be disallowed. In other words, ex- 
penses between a corporation and a 
stockholder who directly or indi- 
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rectly owns more than 50% of the 
stock, would be disallowed unless 
they were paid within two and one- 
half months after the close of the 
taxable year. 

In Mansuss Realty Co. Inc., c. 
Comm., 1 T.C. 932, the deduction was 
denied merely because the taxpayer 
did not show whether payment was 
made before noon or after, of a cer- 
tainday. The taxpayer’s year ended 
on December 31, 1938, and the 
period “within two and one-half 
months” after such close, expired at 
Noon, March 16, 1939. The Court 
reasoned that January and February, 
1939, amounted to the two months, 
and that one-half of a month of 31 
days, namely of March 1939, means 
under a strict interpretation, 15%4 
days, and therefore, the expiration 
time must be computed to the exact 
hour—Noon on March 16, 1939. 

If the payee is also on the accrual 
basis, then despite the existence of 
such special relationship, this sec- 
tion does not apply as the payee 
would include the accrual in his re- 
turn. 

Where there is no special relation- 
ship between the parties, deductions 
will be allowed even where pay- 
ments are not made within the pre- 
scribed period after the close of the 
taxable year. 

Notes issued within two and one- 
half months after the close of the 
taxable year have been held not to 
constitute payment within the pro- 
visions of Section 24 (c). Although 
salaries, included by the payees in 
their respective returns under the 
theory of constructive receipt, have 
been allowed in a couple of Tax 
Court cases, do not depend too much 
on these decisions. 

Withdrawals made by stockhold- 
ers fall into two categories: loans or 
taxable dividends, depending, of 
course, on the attendant circum- 
stances. 

Withdrawals may be considered 
loans if: (1) charged to the account 
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of the stockholder and carried on the 
books as a receivable; (2) secured by 
stockholder’s note and interest is paid 
thereon; (3) greater than any divi- 
dends that stockholder might be en- 
titled to receive on the shares owned 
by him; and (4) regarded and treated 
by stockholder as a loan and reduced by 
cash payments on account from time 
to time. 

Withdrawals may be considered tax- 
able dividends, rather than loans, if: 
(1) made by sole stockholder or prin- 
cipal stockholders; (2) not secured by 
note and no interest is paid by the 
stockholder or none charged by the 
corporation; (3) corporation has sub- 
stantial surplus; and (4) no evidence 
of intention on the part of the stock- 
holder to repay the amount. 


In addition, withdrawals by stock- 
holder may become taxable as divi- 
dends, in the year in which the indebt- 
edness created by such withdrawals, 
is cancelled or forgiven by the cor- 
poration. 

Thus it was held, that the cancella- 
tion of a debt by a corporation with the 
consent of its stockholders due from 
the president, who was its largest stock- 
holder, created by loans or withdrawals 
over a period of years, the corporation 
having substantial surplus and the 
president-debtor being in solvent condi- 
tion, was not a tax-free gift, but tax- 
able as a dividend. 


For taxable years prior to January 
1, 1942, where a stockholder in a close 
corporation desired to withdraw from 
the business, from an income tax stand- 
point, it was advisable to sell his stock, 
especially if it showed a gain, to other 
stockholders rather than to the corpo- 
ration. Such a sale constituted a sale 
and purchase and the gain was accord- 
ingly subject to limitations of the cap- 
ital gain and loss provisions. 

But a sale to the corporation was 
considered either as a sale and pur- 
chase, or partial liquidation. If the 
latter, then 100% of the gain was taxed 
even though the stock had been held 
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over 18 months under the old law. It 
is obvious why the Bureau was inclined 
to treat the sales of stock to close cor- 
porations as partial liquidations. 

However, for taxable years begin- 
ning after December 31, 1941, the rules 
for applying the capital gain and loss 
provisions are exactly the same as in 
the case of a sale, that is, the gain or 
loss on the sale of stock to a corpora- 
tion is short term or long term, depend- 
ing upon the holding period. Under 
the Revenue Act of 1942, it is imma- 
terial whether the transaction is re- 
garded as a sale or partial liquidation, 
as there is no need for this distinction 
today as both are treated the same for 
income tax purposes. 


Many of our close corporations are 
seriously contemplating winding up 
business, especially where excess prof- 
its taxes are involved or where it is 
impossible to continue under present 
war-time regulations and conditions. 
Materials for manufacture or merchan- 
dise for resale may not be available; 
therefore, liquidation seems to be the 
only solution, in order to avoid the 
piling up of a deficit or the gradual 
dissipation of the corporation’s surplus. 


Some are prone to delay liquidation 
due to the fact that some of the corpo- 
rate assets have a very low cost basis 
and if sold, in these high-price times, 
tremendous profits would result, upon 
which high taxes would have to be 
paid, after which, only the net of the 
entire transaction would go to the stock- 
holder. The latter, in turn, would pay 
a tax on the difference between the cost 
of the stock and the amount realized 
upon the surrender of stock to the 
corporation. 

If the foregoing procedure were fol- 
lowed, it is obvious that double taxation 
would result. ° 

There are, however, two ways in 
which we can eliminate the corporation 
taxes, but only if we properly and care- 
fully follow a very exacting procedure. 

Sale of stock appears to be the sim- 
plest solution. Frequently, this is not 
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practicable. The purchaser for various 
business reasons, or for anti-trust rea- 
sons, may prefer to buy the assets 
rather than the stock. Where stock is 
sold, the corporation is in no way in- 
volved, nor can it be charged with any 
of the profits realized by the old stock- 
holders. It should be clearly stated 
and understood that the transaction in- 
volves only the stockholders and does 
not affect the corporation in any way 
whatsoever. 

The sale of the assets themselves is 
the next best way to handle this mat- 
ter. The elimination of the corporate 
taxes on the increased value of the 
assets can be achieved by distributing 
the corporate assets in liquidation to 
the stockholders, and have the stock- 
holders as such negotiate and make the 
sale. In such a liquidation-distribution, 
the corporation would, of course, real- 
ize no profit or loss but the stockholders 
would have a resulting capital gain, 
measured by the difference between the 
value of the property received from the 
corporation and the cost basis of their 
stock. 

The value that would be placed on 
the assets received from the corpora- 
tion will usually be the same as the 
contract price of purchase to be paid 
by the new purchaser, as the liquida- 
tion and the sale ordinarily are made 
contemporaneously. 

Under this procedure, no profit 
would accrue to the stockholders on 
the sale to the new purchaser, 

If such a plan is adopted, it is of 
utmost importance to have the negotia- 
tions undertaken with the stockholders 
alone. Should the corporation or the 
corporate officers acting on behalf of 
the corporation, participate in the ne- 
gotiations, it might very likely place 
the burden of the tax on the corpora- 
tion and defeat the very purpose of 
such a tax saving plan. In other words, 
it is mandatory that the stockholders 
as such, conduct all the negotiations, 
and the sale itseif, with the purchaser. 

The recent picture of close corpora- 
tions has not been toc healthy. Many of 
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them are confronted with insurmount- 
able problems. Management is faced 
with many high taxes of all kinds, 
labor shortages, inventory problems, 
much record-keeping, price controls 
and limitations, large and varied num- 
ber of governmental reports, etc. 


Furthermore, recently many corpo- 
rations have dissolved and transferred 
their assets to partnership or individual 
enterprises. This process is still con- 
tinuing but to a markedly lesser degree. 
Those contemplating dissolution should 
weigh all factors carefully. Due con- 
sideration should be given to the pos- 
sibility of taxing goodwill to the stock- 
holders, who contemplate the carrying 
ort of the business under the partnership 
form. The standard formulae of eval- 
uating goodwill certainly have no ap- 
plication today. 

In liquidating corporations, stock- 
holders often overlook the importance 
of evaluating the inventory correctly. 
Let’s assume an inventory costing 
$100,000 with a present market value 
of $250,000. Even if the inventory is 
valued at the latter figure, the tax to 
be paid on such gain in liquidation may 
be at capital gain rates and not at the 
ordinary rates. This, in and of itself, 
will have the effect of cutting down the 
ultimate profit to be realized upon the 
subsequent sale by the partnership. 
This might result in a substantial tax 
saving. 

Since the normal transition in most 
cases is from the close corporation to 
the family partnership, it might be well 
to point out that the resulting question 
involves the tax status of such part- 
nerships. It would appear that the 
test rests upon the distinction between 
the personal-service type and the cap- 
ital-investment type of partnership. In 
some cases the former type has been 
disregarded, with the ultimate taxation 
of income of the partnership to the 
family member who really is the prin- 
cipal partner. In others, the latter has 
been recognized by the Courts as a 
valid arrangement for the legitimate 
division of family incomes. 
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It might be stated that where the 
relationship between the so-called part- 
ners is such as to give rise to the pos- 
sibility that the partnership is not bona 
fide, but is claimed merely for the pur- 
pose of reducing income taxes, the 
partnership is open to challenge. In 
such cases the partnership relation 
must be proved. 

Corporations in dissolving, avoid 
corporation taxes—Federal normal tax 
and surtax, excess profits tax, capital 
stock tax, and declared value excess- 
profits tax as well as the plethora of 


various state taxes ordinarily due from 
corporations. 

Mind you that the dissolution of a 
corporation for the purpose of avoid- 
ing future taxes does not constitute an 
illegal evasion. 

However, the tax savings to be effec- 
tuated under a particular set of circum- 
stances can be best determined only 
by making actual computations under 
the existing corporate form and under 
the proposed non-corporate form, by 
taking into consideration all of the 
affecting factors. 
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When is There a Change in the 


Character of a Business? 


By J. K. Lasser, C.P.A. 


N the August issue of this publi- 
I cation, I presented a check list of 
possible claims that might arise un- 
der Section 722 (b). In it, there was 
not detailed the type of situations in 
which proof might be offered of the 
much discussed (b) (3) claims— 
those dealing with a change in the 
character of a business during or 
immediately prior to the base period. 

The object here is to submit the 
current research upon the subsection 
—omitting for the time being the 
cases arising with commitments be- 
fore 1940, the changes in capacity 
cases, those that come with acquisi- 
tion of competitors and those fortu- 
nate enough to fit within the de- 
crease in borrowed capital rule in 
(b) (4).- The result, then, is a sum- 
marization of these unusual in- 
stances in which there is a “‘change 
in character”. 

No effort is made here to discuss 
the requirements of the statute in 
proof of claims. That was briefly 
reviewed in the prior article. This, 
‘then, is simply a recital of the range 
of analysis of business activities that 
might ordinarily come within the 
scope of inspection. You still have 
to fit the details of the Regulations if 
you expect tax relief. 

The subject is divided into a check 
list of the following possible claims: 

1. Where business began during 
the base period, or shortly be- 
fore, so that “maturity” was 
not reached until some time 
during the base period. 

2. Where there has been an ex- 
traordinary change in the op- 
eration or management of the 
business. 

3. Where there is a difference in 
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the service or products fur- 
nished. 


WHERE BUSINESS BEGAN 
DURING THE BASE PERIOD 
OR SHORTLY BEFORE 


Check for cases where “maturity” 
was not reached during the base 
period, i.e. where time is needed 
to: 


Overcome “buying resistance” to 
an entirely new and unproven, prod- 
uct; time is required to develop the 
market—advertising, missionary work, 
etc., necessary for buyer acceptance. 

Overcome competition of manu- 
facturers or resistance of labor or- 
ganizations and others who see in 
the new article a threat to their in- 
vestments, jobs, etc. 

Introduce a “new” industry or 
product that must overcome the in- 
ertia of society and condition the 
people to innovation. Examples: 
Growth of radio networks in the 
past; institution of international air 
transport services, etc. 

Manufacture a product requiring 
new fabricating techniques and new 
skills necessary for “new” products. 
For example, new plastics, rubber 
substitutes, new drugs, etc. 

“Age” or “season” the product— 
for example in whisky distillation; 
natural seasoning of lumber; “natu- 
ral drying” of fruit, fish, etc. Here 
a basic stock must be built up before 
business can hit its “normal” stride. 

Get labor and equipment to the 
source of raw material—for exam- 
ple, new mines discovered in out-of- 
the-way places, distant’ exploratory 
ventures, etc. 

Mature orchards, nurseries, rubber 
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When Is There a Change in the Character of a Business 


plantations, quinine and cork devel- 
opment. Here time must elapse be- 
fore a “normal” operational level 


can be reached. 


WHERE THERE HAS BEEN AN 
EXTRAORDINARY CHANGE 
IN THE OPERATION OR 
MANAGEMENT OF THE 
BUSINESS 


Check here for classes in which the 
change is fundamental enough to 
mark a new pattern or course. 
Avoid evolutionary, gradual, rou- 
tine, insignificant or day-to-day 
changes. Find only those that gave 
increased level of earnings. Study: 


Fundamental Changes in Business 

Structures, such as— 

Broad reorganizations of manage- 
ment or business such as those often 
resulting from changes in directo- 
rates, or installation of sweeping 
economies or efficiency by old man- 
agement following adoption of con- 
trol through budgetary processes or 
sound accounting practices giving 
management new tools for full con- 
trol and cost reduction. 

Wholesale revision of the delega- 
tion of power and authority as comes 
in shifting of personnel responsibili- 
ties in: centralization of staff powers 
and duties to secure uniform poli- 
cies, standardization, specialization, 
flexibility found more fitting to your 
type of operation; decentralization 
of authority in the organization to 
accomplish greater individual initia- 
tive to executives having more inti- 
mate knowledge of local or field con- 
ditions—if that was found more 
fitting to your type of operation; 
creation of different types of organi- 
zation (line, functional or combina- 
tion) found more advantageous to 
your production problems thus re- 
aligning manageria: control and 
power. 

_ Correction of high costs influenc- 
ing competition and sales possibili- 
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ties by such major replanning of 
business as adoption of new tech- 
niques and modes of operation, re- 
duction of idle plant capacity and 
elimination of dead-wood personnel. 


Engagement of new key personnel 
so that the application of new manage- 
ment gives new direction or new im- 
petus to the business or to important 
income-producing elements. 

Removal of the business or impor- 
tant departments from one location to 
another to secure a more advantageous , 
economic environment. For example— 
moves for purpose of securing proxim- 
ity to sales, markets, sources of capital, 
credit, supplies, abundance of labor, 
cheaper labor, less unionization, less 
labor dissatisfaction, more employee 
productivity, adequate employee trans- 
portation ; more certain power or water 
supplies ; added prestige or advertising 
value; less restriction on sales in reg- 
ulatory legislation, less price control or 
less local inspection. 


Fundamental Changes in Financial 

Policy 

You abandon your policy of selling 
wholly for cash and sell exclusively on 
long term credit, or vice-versa. 

You arrange for a bank or other 
financial institution to finance your 
sales of durable consumer goods (re- 
frigerators, furniture, sewing machines, 
home-modernization services, etc.) 
when before that your sales had to be 
restricted to the limits of your own 
ability to finance. 

By having employees, individually, 
or through unions finance your business 
because they have a stake in its stabil- 
ity, growth, and profitability. 

The reverse situation—where you 
had financed your sales through an- 
other but you now revise your plan of 
operation so that you finance the sales 
yourself and they are substantial 
enough to put you in a “dual” business. 

You convert your retail business 
from credit and catch-and-collect sys- 
tem to a vigorous cash-and-carry, cut- 
rate business. 
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You convert your purely privately 
owned business into a “mutualized” or 
“‘cooperative-like’” business—by mak- 
ing your customers profit-sharers, in- 
vestors—and in a measure, co-owners. 

By having merchandise-suppliers fi- 
nance your business by means of cash, 
long term credit, profit-sharing ar- 
rangements, or use of the consignment 
system. 


Production Changes, such as— 


Radically different or new manufac- 
turing processes are applied, substan- 
tially altering the techniques of pro- 
duction, or creating a vastly different 
sequence of manufacture, or a dras- 
tically different pattern of fabrication. 

Parts or assemblies formerly 
farmed out to others are now made 
by you; or vice-versa, where parts 
made by you are now contracted 
out to others. 

Adoption of full control of wastes, 
spoilages, sale of by-products, thefts, 
or elimination of corrupt manage- 
ment or those whose interests con- 
flict with the business aims. 

Raw material changes are intro- 
duced (plastics for metals, etc.) 
thus necessitating new manufactur- 
ing techniques and operations. 

Machinery changes are made which 
made possible specialization of labor, 
use of unskilled labor for skilled 
labor; less labor and more capital 
per unit of product, etc. 

Adoption of planning, scheduling, 
or routing techniques and sequences. 

Adoption of incentive payroll sys- 
tems, pension or _ profit-sharing 
plans, that make major changes in 
productivity of labor, resulting in in- 
creased efficiency, less deadwood, less 
labor turnover, less spoilage, and 
greater employee loyalty and effort. 

Creation of better health and acci- 
dent prevention facilities — medical 
care, heating, ventilation, illumina- 
tion, sanitation, fire prevention, and 
similar protection to reduce turnover 
and absences. 
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Embarking on a substantial pro- 
gram of nursery and educational 
facilities, as well as recreation, etc. 
for workers and their dependents. 

Introducing far-reaching plans for 
stabilizing employment and coutrol- 
ling seasonal and cyclical let-downs. 

Organizing for cooperative man- 
agement—shop councils, rewards 
for invention, recognition, etc.— 
greater democracy within industry. 

Establishing effective personnel 
training systems for workers. 

Securing control of quality through 
a thoroughgoing system of standardi- 
zation, inspection, etc. 

Organizing for cost reduction in 
better stores and supplies, and other 
inventory controls, and in securing 
the lowest maintenance and repair 
cost ; harmonizing purchasing activi- 
ties with production departments to 
secure lower costs and avoid short- 


ages. 


Marketing Changes, such as— 


Elimination after ‘study of un- 
profitable lines, products, markets 
or customers. 

Coordinating sales and production 
by forecasts of volume, measures to 
reduce seasonable production, con- 
centration on most profitable lines, 
reduction in variety and number of 
products marketed. 

Determination of most economical 
sales distribution for your product 
(agents, jobbers, brokers, door-to- 
door, mail order, exclusive sales 
agencies, factory branches, etc.) and 
then formulating the most advan- 
tageous sales presentation and most 
useful promotion and advertising 
methods to aid that distribution. 

Adoption of most effective promo- 
tion media after study of audience 
possibilities, merchandising oppor- 
tunities, cost per unit of coverage, 
time factors, character and length of 
messages, useful life of the message, 
competition for attention, etc.—as a 
result of which effective selling was 
secured. 
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When Is There a Change in the Character of a Business 


Stimulating sales by proper devel- 
opment of sales training programs 
for salesmen, scientific programs in 
conducting sales group meetings, 
adoption of modern sales compensa- 
tion programs, full use of work stim- 
ulators in bulletins, contests, drives, 
premiums, etc. 

Restyling, repackaging, redesign- 
ing of product and package to secure 
wider markets and increase volume. 

Changing customer services, cus- 
tomer credits, and other customer 
relations to enhance profits and elim- 
inate abuses. 

Organizing for most efficient, eco- 
nomical delivery methods by ascer- 
tainment of the best process of ship- 
ping, for greatest convenience to 
customers, protection against dam- 
age or loss, speeding collections, 
suitability to size and weight of nor- 
mal shipments, adaptability to ship- 
ping emergencies, adaptability to 
competitors’ practices and custom- 
ers’ desires. 


WHERE THERE IS A DIFFER- 
ENCE IN THE SERVICE OR 
PRODUCTS FURNISHED 


Mere improvement or variation is 
not enough—The change must be 
so distinctive that trade custom or 
practice considers the new prod- 
ucts or services as members of a 
different class. Check for condi- 
tions that meet this test when— 
New products are developed through 

research and patented. Products are 


sold by employing entirely new mar- 
keting methods. (Vegetable canners 
develop dehydration, etc.) 

A by-product grew to be the main 
source of sales. 

Entirely new uses are found for old 
products (glass used for fabrics, etc.) 

One product or service, previously 
a small part of the business, supersedes 
the whole business. 

Methods are developed to teach con- 
sumers new uses of existing products, 
securing markets never before believed 
attainable for the product. 

A whole new class of customers are 
secured by such services to them as 
taking smaller orders or giving greater 
discounts, longer credit terms, pre- 
miums, generous return privileges, un- 
usual guarantees, unusual deliveries, 
concessions on freight delivery charges 
or unrestricted service after sale. 

Changes are made in packaging, 
packaging design and construction, or 
design and construction of the prod- 
uct itself to get a better protection in 
transit, make it more suitable to the 
purchaser, make it most suitable to 
needs of distributors ; thereby bringing 
in new markets never before attainable. 

Product design is completely changed 
to make it clear, immediate, distinctive, 
visible on shelf, *counter and in show 
window so as to secure sales not pre- 
viously attainable. 

Changes give product better label- 
ling to eliminate returns and complaints 
or make it more helpful to salespeople 
in procuring sales not previously at- 
tainable. 
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Confirmation of Accounts Receivable 


From the Government 
By Rotanp J. McNamara, C.P.A. 


ci pees essay could very aptly be 
entitled “A View Atop the 
Fence” as that is the position I am 
in at the time of writing this article. 
In the past, I have read articles in 
the various accounting publications 
from the perspective of an account- 
ant in the practice of public audit- 
ing. The writings were very helpful 
as they covered subjects that I was 
in contact with and also many prob- 
lems that were not pertinent to my 
field of accounting, but, neverthe- 
less, were both interesting and en- 
lightening. On the subject of 
“Confirmation of Accounts Receiv- 
able from the Government”, I fre- 
quently was prejudiced toward an 
accountant’s view of the result to be 
obtained rather than the obstacles 
presented to the correspondent who 
effects that result. This inclination 
was not by choice but through a 
lack of knowing the reasons why 
government agencies did not re- 
spond to confirmations mailed to 
them. I am now in a position in 
which I not only appreciate his work 
but also have an opportunity to ob- 
serve the effect and the response 
given to his work. I am now an in- 
terested correspondent with the pub- 
lic accountants in practice through 
the medium of confirmations of ac- 
counts receivable from the govern- 
ment. 

During the time that I have been 
in the army I have been assigned as 
an auditor of commercial vouchers 
in several Finance Offices and in this 
capacity I have received and replied 
to a considerable number of written 
confirmations submitted by the vari- 
ous public accounting firms during 
the course of their audit of enter- 
prises doing business with the War 
Department. It has been my experi- 
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ence that individual consideration 
has not been given to encourage the 
acknowledgment of confirmations. 
It appears that the same method 
that applies to commercial firms is 
being utilized in the audit of gov- 
ernment accounts. 

In the booklet distributed by the 
Society, incorporating the “State- 
ment on Auditing Procedure”, issued 
by the Committee on Auditing Pro- 
cedure of the American Institute of 
Accountants, there is a statement 
dealing with “Confirmation of Re- 
ceivables from the Government”. I 
was impressed by the strong note 
of impracticability that was reflected 
in the article but, nevertheless, I be- 
lieve it is fair to assume that a large 
percentage of the public accounting 
firms are maintaining the practice 
of corresponding directly with the 
government based on the amount of 
confirmations that are received in 
offices responsible for paying ac- 
counts. Whether this is a result of 
a thorough routine which encom- 
passes all accounts or whether it is 
a specific request of government ac- 
counts, it is essential that a definite 
reply be received where possible. 
Recently I received, from a well 
established firm of reputable audi- 
tors, a second request for the con- 
firmation of an account, on which, 
the records of this office showed the 
first request acknowledged. This 
acknowledgment was in the form 
of a request for additional informa- 
tion to identify the charge. The 
necessary information was not given 
on the routine form of the second 
request, which would indicate the 
auditor did not fully evaluate the 
importance of furnishing the re- 
quired data. 

At the present time, the volume of 
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Confirmation of Accounts Receivable from the Government 


business transacted with the various 
Federal agencies has reached a point 
at which a great majority of com- 
mercial firms have a large percent- 
age of their accounts receivable 
owing from the government. The 
problem of confirming these accounts 
has been enlarged to such a degree 
that in many instances the practice 
of confirming accounts receivable 
has evolved into verifying govern- 
ment receivables. Numerous ques- 
tions come to mind at the realization 
of this transformation. What con- 
sideration has been given to facili- 
tate the receipts of replies from gov- 
ernment agencies? Have confirma- 
tion forms been amended to assist 
in obtaining verifications? Has the 
profession adjusted its method to the 
requirements of the procedures em- 
ployed by the government in pro- 
curement? It is my purpose to pre- 
sent a few points that would assist 
in making a reply possible and mu- 
tually helpful. 


The problem of confirmation of 
accounts receivable does not exist, 
usually, in the case of cost plus fixed 
fee contracts or similar contracts 
which are under the supervision of 
government representatives. The 
greater percentage appear to be on 
informal purchases supported by a 
government purchase order or simi- 
lar form of informal contract. Each 
of such type purchase is assigned a 
procuring office number which iden- 
tifies the transaction from the time 
it is ordered until it is paid. The 
problem of replying to a confirma- 
tion is dependent upon the informa- 
tion shown on thé request. Cogniz- 
ance should be given to the 
non-conformance of the government 
to the prevailing methods, used in 
corporate organizations, as to the 
handling of subsidiary ledgers under 
the double entry system of account- 
ing. Paying office records, as a rule, 
do not reflect a continuous status of 
an individual contractor’s account 
but rather an accountability of con- 
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tracts identified by a designated 
number issued by the procuring of- 
fice. It is, therefore, important that 
the procuring office number be 
shown on all correspondence perti- 
nent to that transaction. <A con- 
firmation submitted requesting a 
verification without showing the 
procuring office number necessi- 
tates unwarranted phone calls and 
entails the work of a number of 
people before the charge can be 
properly identified. Confirmation 
should not be prepared stating a 
total amount owing but rather an 
itemized statement should be shown 
listing each individual order with 
the date billed, purchase order num- 
ber and amount billed. 

A significant divergence from 
commercial practice is the problem 
of designated paying office. All pur- 
chase orders originating from the 
same procuring office do not neces- 
sarily have the same designated pay- 
ing office and, as a result, each pur- 
chase order must be scrutinized in 
order to know what disbursing office 
has been designated to make pay- 
ment. A confirmation sent to the 
wrong paying office, which has no 
record of the order, will be ineffec- 
tual. 


The auditor in requesting a con- 
firmation of an account that appears 
on the books of the vendor as com- 
pleted draws attention to the order 
and enables the paying office to check 
as to why payment has not been 
made. It is the purpose of a dis- 
bursing office to effect the prompt 
payment of government obligations. 
It has been my experience that too 
few people are aware of the require- 
ments of the government in order 
to effect payment. The greater ma- 
jority of contract forms used by Fed- 
eral agencies in the procurement of 
supplies and materials have printed 
instructions for the benefit of the 
vendor. It is essential that the stated 
instructions are strictly conformed 
with and observed in detail. By 
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complying with necessary require- 
ments, stated in the instructions, 
prompt payment is effected upon re- 
ceipt of proper invoices and ac- 
knowledgment of delivery. It is 
my belief that, in the confirmation 
of accounts receivable from the gov- 
ernment, the request serves a dual 
purpose from the viewpoint of the 
auditor and the corresponding pay- 
ing office. A proper confirmation 
satisfies the auditor as well as ad- 
vises the paying office of the out- 
standing indebtedness to the stated 
contractor. 

In the opinion of the writer, the 
reference to the “negative” type re- 
quest in confirming amounts due 
from government departments or 
agencies, contained in “Statements 
on Auditing Procedure,” is well taken 
as being incongruous with “Exten- 
sion of Auditing Procedure”. The 
problem under discussion is solely 
that of a “positive” confirmation. 
From observation, the same diffi- 
culty exists with internal auditors 
as has been presented in the in- 
effectiveness of the confirmations 
requested by public accountants. 
Reference should be made and em- 
phasized at this time to the prompt 
payment of government obligations 
and the ready means available to the 
auditor of satisfying himself as to 
the validity of receivables by means 


of subsequent payment. In the course 
of the usual transaction, compliance 
by the vendor to government re- 
quirements and instructions and com- 
pletion of delivery will effect prompt 
payment. In the absence of pay- 
ment, within a reasonable period, 
factors of importance to the auditor 
may have affected the status of 
the receivable from the government. 
Lost shipments, damaged material 
not accepted, unidentified shipments, 
substitution of material not meeting 
specifications, all play a part in 
withholding payment and have a 
definite bearing on the audit. 

I believe that the number of re- 
plies to requests for confirmations 
of accounts receivable from govern- 
ment agencies could be increased to 
a great extent by the reciprocal help 
and consideration of both the auditor 
and the government representatives. 
A modified form for the convenient 
use of government departments would 
be advantageous and would encour- 
age the prompt response by paying 
offices. An understanding by gov- 
ernment representatives of the im- 
portance and mutual benefit to be 
derived from the investigation of 
the current status of an account would 
result in more effective considera- 
tion being given to acknowledging 
requests for confirmation of accounts 
receivable. 
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HOW KEYSORT 
PAYS ON PAYROLLS 


Here are a few of the actual benefits which 
accrued to a large plant which applied McBee 
Keysort to payroll and payroll distribution 
records: 

— Distribution was completed one to three 
working days after close of month instead of three 
to six. 

— Monthly cost of machines and forms was cut 
from $468 per month to $225, even though 
personnel was increased from 900 to 1500. 

— Peak periods in accounting departments were 
eliminated. 

— Management received financial reports five 
days sooner. 

— Regular clerical force was used. 

This is typical of scores of case histories in our 
files on which additional details are available. 
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LET THIS FAMOUS AUTHORITY WORK WITH YOU 
ON THIS YEAR’S DIFFICULT TAX PROBLEMS 


READY THIS MONTH! 





MONTGOMERY’S 
FEDERAL TAXES ON ESTATES, TRUSTS 
AND GIFTS 1943-44 


Protective tax-planning guidance of the 
kind Montgomery offers is needed by the 
accountant today as never before. There 
are important effects of new regulations 
to consider ; changes by reason of recent 
court review of contested cases;.and the 
threat of more drastic changes to come. 
That is why this A-to-Z volume is, as 
Trusts and Estates comments, ‘‘virtu- 
ally indispensable to the estate attorney, 
the tax accountant, the trust officer, the 
property owner, the executor or admin- 
istrator. 





Combines Law with Experience 

Based on many years of varied, professional experi- 
ence, this book tells what may and may not be 
done to ease taxes; shows what can be accomplished 
by intelligent estate planning, how to handle specific 
estate matters with an eye on their tax effects. On 
any legal or accounting question, the effects of fed- 
eral income tax, gift tax and estate tax are coordi- 
nated in such a way that methods of arriving at cor- 
rect minimums are clearly indicated. We suggest 
your sending us an order for shipment immediately 
upon publication. 

Price: $7.50 


MONTGOMERY’S 

FEDERAL TAXES ON CORPORATIONS 

1943-44 

(22nd year of publication) 
No other reference gives you such 
a masterful handling of corpors. 
tion taxes. Thoroughly up-to-the. 
minute on every topic, this widely 
consulted manual helps you deter. 
mine your client ’s tax position ani 
strategy, gives you this year’s ap. 
plication to specific tax questions, 





A tremendous time-saver in 
drawing practical, specific conclusions 


Here are 
valuable interpretations to guide you in your om 


2,000 pages packed with vital facts ani 


daily tax work. Here are all the controlling prir- 
ciples you must work with, culled from thousands of 
corporation tax cases , rulings and decisions, reduced 
to brief, readable form and ready to apply to your 
partic war tax questions. Here are counsel and it 
terpretation founded in the actual experience of al 
organization of practical tax experts, showing you, 
in every problem, precisely how to arrive at the cor 
rect minimum tax by taking advantage of ever 
authorized benefit. 

Order Montgomery’s FEDERAL TAXES ON Corpo: 
RATIONS, 1943-44—NOW. It will save you many 
hours; help you handle increased burdens with a 
minimum of effort. 

Price: (2-book unit) $1} 











FOR EXPERT HELP ON 


CORPORATION ACCOUNTING 

by William T. Sunley and William J. Carter 
New, revised edition. Sets forth correct policy and procedure, 
clearly, concisely, thoroughly. Covers accounting and legal 
aspects of the corporate capital structure, focus of so many 
vital changes in late years. Also refers to recent A.I.A. re- 
ports and S.E.C. regulations with specific illustrations from 
current practice. (Ready in January) Price $5 


ACCOUNTANTS' HANDBOOK 
Edited by W. A. Paton. 3rd Edition 
this valuable handbook is now com- 
pletely remade and improved, Offers the latest accepted prin- 
ciples and practice. Contains 26 sections, 1,505 pages, 6,000 
index references covering working methods, practical forms, 
executive controls, budgets, illustrative procedure—every- 
thing! Board of 90 contributing and consulting editors. A 
“must” for every accountant in these burdened days. 
Price $7.50 


HANDBOOK OF TABULAR PRESESENTATION 

by Ray Ovid Hall 
Accountants who want to design tables that vividly portray 
their facts and conclusions need this book. A practical guide 
on all designing details, including how to direct the typist and 
the printer. Many practice problems to help you —- skill 
in making effective tabular presentations. Price $3.50 


Standard for 20 years, 


OTHER TAX PROBLEMS 


USE THIS FORM 

The Ronald Press, Publishers 

15 E. 26th St., New York 10, N. Y. 
Please send us the books checked: 

[-] Montgomery’s Federal [] Corporation Ac- 








Dept. M 873 


Taxes on Corporations, counting, Sunley & 
1943-44, two book Oe ae $5.00 
UNI. oversees $15.00 (1) Handbook of Tab- 
[] Montgomery’s Federal ular Prese —_— 
Taxes on Estates, BEOAL. 5 cisatcions 99.9 
Trusts and Gifts, Accountants’Hand 
ee $7.50 book, Paton. $7.50 


Within 5 days after receipt of books, we will send 
price plus a few cents postage. Or, if not satisfied, 
we will return books to you. "(We pay postage if 
you remit with order.) 


i, eR ESE OE EET RE Teer 
(Please Print) 

BAe er Le ee me POSITION 6. 5.6:5255<500 

RUMUMRER- ABBRUEE s, 5l6.6:0 sa b> ud. Wee neieecc eee 

CIC 6 oisncscvasshae tase ena 


(Include Postal U nit No. ‘if any) “a 











THE RONALD PRESS COMPANY 15 EAST 26 ST., NEW YORK 10, N.Y. 
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YOU CAN RECOMMEND OUR C. P. A. 
COACHING COURSE WITH CONFIDENCE 


Some of the members of your staff, or some of your friends, may be planning 
to take the State C. P. A. examinations in the spring of next year. Send them to us 
for preparation and be confident that the experience gained in nearly twenty-four 
years of coaching will adequately prepare them for the most important event in 
their professional lives. 

The next course begins TUESDAY, JANUARY 18, 1944, 
at 6:15 P. M. 


PREPARE YOURSELF FOR 
SKILLED TAX SERVICE TO YOUR CLIENTS 


The SEIDMAN TAX COURSES 


offer a complete course covering all taxes of individuals, partnerships, estates and 
trusts, corporation income and excess profits, all the relief provisions, reorganiza- 
tions, personal holding companies, gifts, social security, Victory and withholding, 
New York State income, uninesrporated business, franchise, and New York City. 
The next course begins MONDAY, JANUARY 31, 1944, 
at 6:30 P. M. 


For exact lecture-schedules, fees, etc., send for Tax Booklet A or C. P. A. Booklet B. 


SEIDMAN C.P.A. EXAMINATIONS REVIEW 


115 WEST 45TH STREET NEW YORK 19, N. Y. 
TEL. BRYANT 9-5330 























Subscription 








New York CERTIFIED PUBLIC 
ACCOUNTANT 


MONTHLY BULLETIN 
Three Dollars Annually 


Office of the 
NEW YORK STATE SOCIETY 
OF CERTIFIED PUBLIC ACCOUNTANTS 


15 EAST 41st STREET, NEW YORK 17, N. Y. 

















